America is on a path towards a level of both wealth and income inequality unparalleled in recorded history. Thomas Piketty's Capital in the Twenty-First Century summarizes and conveys the work of Piketty and many co-authors, over many decades, looking at the structure of income and wealth inequality across many nations and centuries. This review essay builds on Piketty's ambitions as well as his data, in order to put forth a better solution: one that accepts and even embraces the facts of unequal ownership of capital, but changes the social meaning of those facts to avoid the social harms that follow from unfettered private party capitalism. A progressive spending tax does not simply take capital away from the wealthy. It allows the rich to keep and manage their wealth, as they have shown the ability and temperament to do so. But it curtails their ability to spend their capital on themselves and their luxurious wants. The social distinction of holding wealth can continue; the progressive spending tax makes this state of affairs work to the common utility.
America is on a path towards a level of both wealth and income inequality unparalleled in recorded history. Thomas Piketty is a distinguished Professor of Economics at the Paris School of Economics. He has written an impressive, monumental book laying out the facts, recently translated into English, and making surprising and sustained appearances on all forms of best-seller lists. 2 Capital in the Twenty-First Century ("21 st Century Capital") summarizes and conveys the work of Piketty and many co-authors, over many decades, looking at the structure of income and wealth inequality across many nations and centuries.
The main lesson to emerge is that both income and wealth are unequal and getting worse.
The situation in America and other advanced democracies in the 21 st Century is approaching the extreme levels of Belle Epoque France 3 which, for those a bit fuzzy in their knowledge of modern eras, means circa 1900. The great wars of the twentieth century wiped out vast stocks of capital and hence equalized matters to an extent. Inequality began increasing again after World War II, during a "catch up" phase of economic growth, and has spiked up considerably, especially in the United States, since around 1980, the year that Ronald Reagan was elected president. 4 Piketty, like an Old Testament prophet, is here to warn us of this trajectory, and to get us to repent and reform our ways before it is too late. So much, so good. A simple way to summarize Piketty's voluminous data -which, in fact, overflows beyond the nearly 700 pages of the book, into technical online appendixes and scores of related scholarly publications 5 --is that there will be poor always, and there will be rich always. The question for a normative social and political theory is what to do about these damn facts. Karl Marx, whose Capital 6 is in many ways an important precursor to Piketty, thought that capitalism would lead to its own demise. The communist revolutions that followed in Marx's wake addressed the problem of unequal private wealth by purporting to take all wealth into the public sphere: "from each according to his ability, to each according to his needs!" in the standard Marxist slogan. 7 That did not turn out so well. Piketty, being a thoroughly modern sort of scholar, advocates what he takes as a thoroughly modern solution: Tax the rich. Piketty repeatedly calls for, though he also notes the difficulties of ever obtaining, a global tax on capital, 8 and he also supports a far more steeply progressive income tax than America has today.
Piketty's proposals turn out not to be the best answers to the best understanding of the problems of economic inequality. In this review essay, I aim to build on Piketty's ambitions as well as his data, in order to put forth a better solution: one that accepts and even embraces the facts of unequal ownership of capital, but changes the social meaning of those facts to 5 See generally THOMAS PIKETTY, TECHNICAL APPENDIX OF THE BOOK: CAPITAL IN 8 See PIKETTY, supra at 676: Index entry for "global tax on capital." avoid the social harms that follow from unfettered private party capitalism, as we now know it. We begin with Piketty's facts.
Piketty's Facts
21 st Century Capital is itself a composite of scholarly work that Piketty, alone and with many co-authors, has produced over many years. At its core is a detailed presentation of statistics about the holdings and concentration of wealth, or capital, and income across many countries and over extensive time periods. The longest-running data comes from England and France, where Piketty is able to go back to 1700, or even earlier; by the 20 th Century, America along with Germany, Japan, various Nordic countries, China, and others begin to appear. The basic story, with important variations, is that wealth and income are both This quick summary leaves out a vast amount of detail and color. 21 st Century Capital is a dense, rich book, notwithstanding that Piketty (and his translator) write beautifully -it is a clear presentation of complex data and ideas, with plenty of interesting asides, on life, law, literature, contemporary and historical events, and more. I give here but a quick tour of this intricate whole.
The book is divided into four main Parts. There is first a brief "Introduction," which Piketty opens with a quotation from the Declaration of the Rights of Man, 1789: "Social distinctions can be based only on the common utility." 9 Piketty goes on to stress, as he often does, the importance of detailed statistical analysis, across cultures and long stretches of time, in order to better understand the nature of capital, wealth, income, and ownership. Piketty also introduces some of his theoretical apparatus, including the "fundamental force for divergence," which obtains when r, the rate of return on capital, exceeds g, the growth rate, or r > g in simple form. 10 Next comes Part One, "Income and Capital." This Part, comprising two chapters and some seventy pages of text, sets out key definitions. Piketty emphasizes the important concept that growth, g in the book's shorthand algebra, cannot be very high in equilibrium. Growth consists of two components, a demographic one (growth in population), and a productivity one (growth in per capita output). The two combined explain g: total national income, which we commonly refer to as GDP (gross domestic product). 11 GDP grows both because there are more people, or "capita" to contribute to it, and because each person, or "caput," on average, becomes more productive. Piketty shows that, for most of world history -from 0 to 1700, to be precise -g was a mere 0.1%, due almost solely to an equivalent level of modest population growth (i.e., productivity growth was essentially 0). From 1913 to 2012, in contrast, g has been 3.0%, consisting of 1.4% population growth and 1.6% productivity 9 Id. at 1. 10 Id. at 25-27. 11 Piketty's "national income" is slightly different from the more commonly used (in the U.S., at least) GDP, but the difference is not material for this essay. See Id. at 43-45. growth. 12 Piketty shows that the low growth of the first seventeen centuries of the Christian era is the norm, and more or less a necessity -due to the miracle of compounding, in essence, even very small growth rates would lead to extreme overpopulation (and unrealistic productivity gains) over vast stretches of time. Thus Piketty expects population growth to slow, to near 0 later in the 21 st Century, and for productivity growth (which Piketty calls "growth in per capita output") to revert to historical means: "The key point is that there is no historical example of a country at the world technological frontier whose growth in per capita output exceeded 1.5 percent over a lengthy period of time." 13 These seemingly dry details are important for many reasons. During a time of high growth, inequality is muted as the store of capital is spread over a growing population base, and as labor output becomes more productive and hence wages ought to rise. Citizens everywhere are pleased with their rising material well-being: workers are getting raises. When growth slows, in contrast, so does this overall rise and sense of dynamism. At the same time, old money becomes more important and entrenched -heirs can live off dynastic fortunes while doing little, creating the conditions for a "patrimonial capitalism" that Piketty fears. It is easier for r > g to obtain when g is low after all; low g means that the working classes struggle to hold steady while the high r means that the capitalist or propertied classes get richer without having to exert much effort to do so.
12 Id. at Table 2 .1, p. 73 (and passim). 13 Id. at 93. Piketty goes on to assume, with some reluctance, a productivity growth rate of 1.2% going forward, after noting that economists such as Robert Gordon assume a lower one, of 0.5%. Id. at 94-95.
Part Two, "The Dynamics of the Capital/Income Ratio," weighs in at four chapters and just over one hundred and thirty pages of text. Once more, there is a vast amount of detail.
Piketty's primary focus here is β, the Greek letter beta, which he uses for the national capital level, and which he presents as a multiplier of national income. Drawing once more on impressive data sets from Britain and France in particular, Piketty can go back to 1700 and tell a tale of Europe. With some minor variations, β stayed at 700% --seven times national income -in both Britain and France, from 1700 until roughly 1914, the dawn of World War I. 14 Capital then crashed, with the capital stock falling by more than half, to less than 300% of national income by mid-Century. From then, and especially after 1970, the capital level has been ascending back to its Belle Epoque levels, now approaching 600%. 15 Germany shows a roughly parallel trajectory. America, which was still emerging as a world power during the Belle Epoque and which has had a higher demographic growth rate throughout this period -and, importantly, which was far less devastated by the great wars of the 20 th Century -shows both a lower overall β and a suppressed bottom to its "U-shaped curve." Still, the United States peaked with a β of 500% just before the Great Depression hit, after which the level fell to under 400%, and has been trending up since the end of World War II. 16 There are many other interesting observations in Part Two. foreign holdings in a country tend to roughly equal foreign holdings from a country (inbound investments roughly equal out-bound ones).
Piketty also describes the metamorphosis of capital away from land and towards financial assets; interestingly, a seachange in the composition of capital has had little effect on the broad facts of its ownership, distribution, and control.
Finally, Part Two turns to the capital-labor split, looking to the share of national income paid over to capital. This follows from the "first fundamental law of capitalism:" 18
where α, the Greek letter alpha, is the share of national income paid over to capital, r is (again) the rate of return on capital, and β is (again) the capital stock. For those readers getting a bit dizzy with the algebra (which I shall review more slowly in the next Section), note that this "fundamental law" is, as Piketty himself knows and states full well, merely an accounting identity, a matter of definition. Recall that β, the capital stock, is itself a function of national income: a β of 600% means total national savings are six times national income.
R is the real rate of return (taking out inflation), on average. This then leaves α, which is the share of national income that has to be paid over to capital. If r is 5%, as it often is, then the capital stock, which is 600% of (or 6 times) national income, must -by definition -be paid 18 Id. at 52. For those keeping score at home, Piketty's "second fundamental law of capitalism," namely that β = s/g, where s is the savings rate. Id. at 166-168. This means that the capital stock is equal to the savings rate divided by the growth rate. Unlike the "first fundamental law" discussed in the text, however, the second fundamental law is not a simple accounting identity, necessarily true -it depends on some assumptions being made. In any event, this second law is far less important to ours (or Piketty's) analysis; the main point to be made is that the capital stock can increase, possibly quite dramatically, with a constant savings rate and a low growth rate; the fundamental force for divergence, r > g, is also helped by a low growth rate, g, and the two factors interact, because any savings out of the "excess" r, where r > g, counts for savings that is driving up β. First is shoring up the progressive income tax, which Piketty lauds as a great American invention that helped make the 20 th Century more kind and gentle, when it comes to income and wealth distribution at least, then its immediate neighboring centuries. But Piketty is naïve in lauding the U.S. income tax of the immediate post War era, as we shall see, and he might as well take a seat waiting for Godot as he awaits a return to the kind of steeply progressive rates for which he yearns. 24 Next comes the showpiece recommendation, the global tax on capital, which Piketty praises and anticipates throughout 21 st Century Capital, although he often simply states its unrealism ("A global tax on capital is a utopian idea. It is hard to imagine the nations of the world agreeing on any such thing anytime soon."). 25 Here, at the end of the day, Piketty presses the case for his pet proposal further, realism be damned, with some good thoughts on partialimplementation strategies. A few words on the public debt -Piketty thinks we should just tax private capital, perhaps with a one-time hit, to pay this down --round out the volume.
We are left to ponder our collective fate, especially if we cannot quite pull the trigger on any of Piketty's proposals.
Piketty's Dynamics
A little bit of economics theory goes a long way, and Piketty has been highly praised for keeping his theory delightfully readable and relevant. I have set out most of the main points in the prior Section. This Section underscores the basic economics ideas and their relevance to the central normative tasks at hand. Id. at 25. I have discussed the "second fundamental of capitalism," which I take as less central to the analysis here (and less of a law), in note --, supra.
The first fundamental law of capitalism, as stated above, is:
where α is the share of national income going to pay for capital, leaving the rest to pay for labor. This share is increasing in both r, the real rate of return (net of inflation), and β, the national capital stock. Just as Piketty spends some time debunking the naïve belief that wages always reflect the marginal productivity of labor (such that wages, however high or unequal, are always "fair" or "earned" in some sense, reflecting the impersonal, neutral valuations of market processes), he also discusses and dismisses another lazy theory, or assumption, of much modern neoclassical economics: the "Cobb-Douglas production function." 28 A "production function" states how readily the two great factors of production, labor and capital, may substitute for each other. Cobb-Douglas simply states that this substitutability ratio is 1:1. What this would mean, for Piketty's first fundamental law, is that α would be constant -when β increases, r falls in perfect lockstep, so that the product r x β holds constant. This is a happy theory, consistent with the Marxist idea (assumption?) that "too much capital kills the return on capital." 29 Cobb-Douglas would mean that Piketty's problem -of too much capital, too unevenly held -would cure itself, over time, or at least not systematically worsen.
Alas, we get no such luck. Here is one of the many and highly significant benefits of Piketty's astonishingly thorough empiricism: Cobb-Douglas does not hold. Over time and across nations, α has varied significantly, from a high of over 40% in the Belle Epoque, to a low of 28 Id. at 217-223. 29 Id. at 215.
20% or less in the mid-20 th Century. 30 Since 1975 or so, the capital share has been on the rise, approaching 30% in developed countries. This is all wildly inconsistent with the simple Cobb-Douglas story. Piketty argues, persuasively, that looking forward and over time, the elasticity of substitution between capital and labor is likely to be greater than one, meaning that an increasing β will lead to a higher α, and less to be paid over to labor. 31 This leads to some important real-world points. One, the simple Marxist story, that "the principle of infinite accumulation" will lead to a falling rate of return and ultimately the death of capitalism, will not obtain. Two, if α, the share of national income paid over to capital, is the problem, or a major part of the problem, then strategies that tax capital, β, even if they do little more than reduce β without producing significant revenues for the state can make sense.
As Piketty puts it: "The primary purpose of the capital tax is not to finance the social state but to regulate capitalism. The goal is first to stop the indefinite increase of inequality of wealth, and second to impose effective regulation on the financial and banking system in order to avoid crises." 32 I pick up this point below.
Second, the key relationship to which Piketty frequently draws attention is between the rate of return on capital, r, and the growth rate, g. This is the "fundamental force for divergence."
By "divergence," Piketty means a growing apart, a higher degree of inequality, here of capital holdings vis a vis labor's share of the social pie, over time. Growth has both a demographic component and a productive one. When populations are increasing, such as in America during the 19 th century, g is high, and g is also high with productivity gains, which also with r > g, wealth is building up faster than the overall economy is growing (by definition), and wealth-holders can maintain their standard of living, and their capital stock, without ever working: by simply reinvesting g, the wealth-holder's capital stays constant against growth, and he or she can spend the excess r. This situation can go on indefinitely. With an increasing β, the capital stock, and the failure of Cobb-Douglas to hold, the share of national income that is going to capital is increasing, and the share that is going to labor is decreasing, even as low g itself is dampening wage growth. In sum, capital is taking over, eating up value that would otherwise be going to labor, which is shrinking in its share of the pie. This is "patrimonial capitalism," as Piketty calls it, in contrast, say, to entrepreneurial capitalism (or "old" money as opposed to "new" money.) In the world of patrimonial capitalism, where r > g, wealth seems perpetual and dynastic, and inheritance looms large. β is increasing in this age of capital, leading to a greater share of national income being paid over to capital -even as capital ownership is becoming more unequal. This is all evident in There is much to be said for laying out normative premises first and, in the tradition of Hume, starting with a normative conception of the self. 35 Piketty's view of human nature is not fully stipulated. This turns out to matter. To Piketty, the problem seems to be the fact of unequal wealth and income. Pushing a bit harder, and spending time with Balzac and Austen, we can see that Piketty is bothered by rentiers -individuals making money from economic rents, that is, off capital, with little or no work effort. Piketty distinguishes rentiers from those who "earn" income, although he is not happy with outsized salaries, either -which he suggests are not fully "earned," certainly not in the neo-classical economic sense of being rewards for the marginal productivity of labor. Here is where we get to the rub: The "social distinctions"
afforded to the rentier class can not be justified by the "common utility." 36 Balzac and Austin
show the various problems that befall a society of patrimonial capitalism, of incentives (why try honest labor?), demoralization, and more. In a society dominated by capital, it seems pointless to work. Rather than ending with capital eating its own profits, as Marx would have it, Piketty's world ends with labor simply quitting, and everyone trying to marry someone in the top 1%, which will eventually have all the wealth. That is what happens with Piketty's data and dynamics, unchecked. We are left waiting for some great war or other social conflagration to whack down the stock of capital. That is a strange and sad Godot on which to pin our human hopes.
But with Piketty's facts, and his sense of the problem, waiting for a war is indeed a perfectly logical solution. Recall that Piketty finds that Cobb-Douglas does not hold, as a fact of the matter, across time and cultures. This means that, under the first fundamental law, α = r x β, the share of income paid over to capital, α, will fall with a falling capital stock, β. The rate of return, r, will increase, but not by enough to offset the fall in capital. This necessarily means that simply destroying capital -by wars, taxes, or any other port in the storm -will increase the share of national income going to labor, and hence, relatively, promote equality, Is there a way to make the "social distinctions" that come from owning capital work to the "common utility"? There is. We can redesign the tax system not to take capital away from its individual owners, but to change what it is that these private owners can do with their wealth. In this way, we would change the meaning of capital, allowing the wealthy to keep their cake while limiting their ability to eat it too. But before we can get to tax as cure, we must confront an embarrassing reality: the United States tax system, as is, is a significant cause of Piketty's problems.
Labor, Capital, and Tax Planning 101
Piketty lauds America's progressive income tax policies of the 1970s's: "It is also important to note the rise of progressive taxes in the twentieth century, that is, of taxes that imposed higher rates on top incomes and especially top capital incomes (at least until 1970-1980), burdensome wage tax that leaves capital essentially off the social hook. This means that the United States tax system, throughout the entire 20th century and beyond, has been adding to, not subtracting from, the benefits of capital and the burdens of labor. Not only is labor getting a shrinking piece of a more-slowly growing pie, but it is also seeing its tax burdens increase, while capital continues to be able to lower, defer, and even altogether avoid taxes.
In sum, tax gives Rastignac even more reason to drop out of law school to try and marry well. 48 I have developed this theme elsewhere, including at book length, so I will do so only quickly here, leaving the vast amount of details aside. 49 Fortunately if curiously one can explain this critical point quickly and simply enough.
Three features built deeply into the fabric of the U.S. income tax-and rarely seriously questioned by legislators-conspire to make the tax into a virtual wage tax, where any taxation on capital is largely voluntary. These features are outlined as the following three steps, what I have called Tax Planning 101:
• Buy
• Borrow
• Die
Step One's "Buy" derives from the realization requirement from, among other sources, the The final step in Tax Planning 101, as in life, is to die. The built-in gain, or the difference between the fair market value of an asset and its tax basis, which had been allowed to grow untaxed under the realization requirement of Step One, disappears on death, Step Three. If
Jane bought stock for $1,000, she would have basis in the stock of $1,000. 51 As the stock rose in value, to say $5,000, Jane's basis would stay at $1,000. The difference between the fair market value, $5,000, and Jane's basis, $1,000 -that is, $4,000 -would not be taxable, under the realization requirement, until and unless Jane sold or otherwise disposed of the stock. 52 Jane would be holding the stock with a built-in gain of $4,000. The point of Step Three, die, is that this built-in gain goes away on death. The heirs take an asset with a "stepped-up" basis equal to its fair market value; Jane's children would get stock worth $5,000 with a basis of 53 This provision has been called the "Angel of Death" benefit. 54 The kids can inherit the asset, sell it, and pay off their mother's debts-all tax-free. The circle is complete. 55 That is it. By buying capital assets that appreciate without producing taxable dividends, borrowing to finance present consumption, and continuing the game straight onto death, the rich can avoid taxes. Warren Buffet, Bill Gates and countless others among the rich and famous have figured this all out, perfectly well. 56 Tax Planning 101 avoids all federal taxes. It avoids the income tax because of the three doctrines just noted. It avoids the increasingly important social security or payroll tax system by the simple expedient of never actually working. It avoids the estate tax because that is a net tax, on assets minus liabilities held at death. If Tax Planning 101 is taken to its limits, there is no net estate. Tax Planning 101 means no taxes, notwithstanding a comfortable lifestyle for those with the assets in hand to play it.
Those, that is, who live off of capital: rentiers.
Tax Planning 101 turns on a simple buy-and-hold strategy that many capitalists follow in any event, and which Piketty's dynamics suggest is a perfectly fine way to get rich and richer. By using debt, Tax Planning 101 can become a roadmap to a life of tax-free, luxurious living. At 53 55 Under the strange political tale of the gift and estate tax, there was, briefly, no estate tax and a carryover basis regime in place for the single year, 2010. The carryover basis component of this law was especially unpopular. When Congress and President Obama finally decided to clarify the situation for at least the two years 2011-2012, they gave taxpayers an option, retroactively, to use stepped-up basis for 2010. This parallels a story from Jimmy Carter's presidency in the 1970s. Congress voted to replace stepped-up basis with carryover basis on death, but the law never took effect, and was retroactively repealed under President Reagan. Stepped-up basis on death, like the other planks in Tax Planning 101-and like the home mortgage interest and other personal deductions discussed-appears to have attained the status of a "sacred cow" in tax. 56 Taxing Wealth Seriously, supra. assets with their built-in gains until death, given the "angel of death" benefit that lies right at the gravesite. If rates on realization events got too high, far fewer sales would transpire. This would hurt the entire economy, which wants assets to flow to their highest and best use and users. Given that capital can avoid all taxes easily enough, the taxes that do apply to capital must be kept modest. And so they are, and have been, for a century and counting.
All these factors conspire to generate little tax revenue from capital, at precisely a time when capital is growing more powerful, as Piketty shows. At the same time, governments keep needing ever-more revenues. As governments at all levels keep spending, with or without cash in hand, tax reform transpires under conditions of fiscal crises, leading to the quickest, easiest solutions to the revenue need. 60 Wage taxes, which are technically easy to raise and collect, ride in at the eleventh hour to keep the lights on in government buildings. 61 Labor, carrying a heavy burden around its neck, finds it hard to cross over onto the capital side of life. When wage-earners do save, as in "tax-favored" pension plans and individual retirement accounts (IRAs), 62 the tax laws make sure that taxes still get paid, at ordinary income rates: instead of the "angel of death" visiting wage-earners who die with pension plans in tow, the tax collector comes, citing the "income in respect of a decedent" provision of the Internal Revenue Code. 63 Meanwhile the capital side can perpetuate itself, not only because r > g, but also because capital bears little if any tax, especially on the deathbed. in America to avoid tax, and for celebrating the progressive U.S. income tax, Piketty simply misses the deeper point that the way things are in America -see Table One -is, in part, a direct result of consciously chosen tax policies. 64 "If democracy is someday to regain control of capitalism, it must start by recognizing that the concrete institutions in which democracy and capitalism are embodied need to be reinvented again and again," Piketty tells us. 65 There is no more important "concrete institution" embodying capitalism today then the tax system. Tax as it is in America today is part of the problem, not of the solution. We must reinvent tax, to redefine capital.
Problems with Piketty's Proposals
Piketty sees the need for change, of course, but his particular efforts at reinventing tax fall far short of any actionable mark. It is a frequent theme of the reviews of 21st Century Capital that Piketty's two major taxing recommendations, for a steeper progressive income tax and a global tax on capital, are not going to happen. 66 The phenomenon is overdetermined, as hinted at above. This Section briefly considers a few of the reasons why Piketty's proposals are unlikely to be the real-world answer to any pressing question.
One, history is not on Piketty's side. Although America has had the appearance of progressive income taxes, the reality has never lived up to its promise. Tax Planning 101 has been in existence for nearly a century, unchecked. The United States has never been serious about taxing wealth directly, and it would be hard to change the deeply ingrained habits now. too with a meaningful estate tax: we have never had one, and the trends have been moving against getting one for decades. When George Cooper published his study of tax planning under the "voluntary" estate tax in 1972, a time of low exemption levels and high marginal rates under the tax, he used the DuPont family as an example of tax-free wealth transfer. 67 Today, when the tax only applies to the top 0.3% of wealth-holders, we have Adelson and his $7.9 billion transfer to suggest it remains voluntary even at the apex of capital. Rentiers abound, and they are not accustomed to paying tax.
Two, Piketty's ideas are not practical. The global tax on capital is unrealistic absent global coordination, as Piketty notes, and it is hard to see a solution to this problem anytime soon:
68 an inability to coordinate internationally has badly weakened the U.S. corporate income tax, a far smaller effort than a direct tax on all capital would be. 69 Even if there were a way to get the world's nations together on a common project, taxing static piles of capital is problematic. Where is the property? Who is the "owner"? What are the values? These problems have haunted capital taxation for centuries.
As for progressive income taxes, the high marginal tax rates of the post World War II period produced massive complexity but little real taxation of wealth. As with his case for a global tax on capital, Piketty and others sometimes suggest that a progressive income tax could serve goals other than to raise revenue, as by checking "greed." 70 But raising revenue is the most pressing practical need of any government, such that designing complicated taxes that 67 Cooper, supra. 68 Grewal, supra at 664; Kwak, supra at 198. 69 do not add dollars to the fisc seems like a nonstarter in today's political climate: who has the time for the task? It is practically easy to tax wages, where employers report the earnings on forms sent into the government, W-2s, in contrast to attempting to tax the mere possession of capital. America raises taxes only in times of crisis, when it has to. But in a time of crisis, there is no time but for the quick fix. Labor, not capital, provides the easy target.
Three, Piketty's proposals are economically unwise. The theory of optimal income taxation, developed by the British Nobel Laureate James Mirrlees in the 1970s, lays out the efficiency case for declining, not increasing, marginal tax rates on upper incomes. 71 The idea is that high tax rates at the "top" of the income distribution raise little revenue, because there are so few taxpayers there, and yet these high marginal tax rates could lead upper-income wageearners to quit working or at least to work harder to shelter their incomes from the government. 72 It is "optimal" instead to raise tax rates infra-marginally, on the middle class, of whom there are many, and who have fewer options not to work or to recharacterize their earnings; the rich pay these taxes, too, but not on their margin for decision-making. The economics case for lower rates on the high earners was popularized by Martin Feldstein, Arthur Laffer, and others, and has become a fixture of American tax policy since the Reagan years: a strategy of lowering rates and broadening the base as a wage tax. The global tax on capital fares no better as a matter of economics theory. Attacking the capital stock could lead to various forms of capital flight, less capital, and a higher r, which will benefit the "super wealthy," perhaps at the cost of the "wealthy," and likely will do little to help the poor. Piketty is naïve in thinking that a one-time tax on capital can pay off public debts 74 --a more realistic political economy suggests that democratic governments are inclined towards deficits, enacting salient spending programs, never cutting them, and avoiding salient taxes. 75 A government would be sorely tempted to repeat its "one-time" tax on capital, having created the apparatus to do so. Capital might well treat the "one time,"
"modest" wealth tax with skepticism, viewing it as but a first step on a path towards confiscation. This understandable fear would trigger flight if not revolt.
Four, in part for all the reasons just discussed --which work together, in constant feedback loops --there is no political gain to be had from Piketty's proposals. The ideas will not raise much revenue, as Piketty himself concedes, yet they will offend a capitalist class whom American politicians, in constant thirst for campaign funds, desperately need to support them. The people do not understand tax well enough to support a grassroots movement to effect the technical changes needed to bring about the reforms. Politicians can appease the people's thirst to do something about taxing the rich, such as it is, with modest and mainly meaningless proposals. 76 The pattern of pairing symbolic taxes on the rich with real taxes on 74 PIKETTY at 360. 75 labor traces back at least to Franklin Roosevelt. 77 Even Bernie Sanders has fallen prey to its spell. 78 Five, and finally, there might still be reason to push ahead with Piketty's proposals if there were no better option to waiting for the wars to come. But there is indeed a better way --the progressive spending tax, as anticipated above and explained next. period. 79 Kaldor himself unfortunately backed off the idea. 80 In other words, a "consumed income" or spending tax can be had by toting up all sources of income, just as we do now, and systematically subtracting all savings. A progressive spending tax does not operate like a sales tax, levied at the cash register: there will be annual tax returns reporting the overall level of spending, and tax rates will be based on that level, with rates potentially going far higher than they are today under the income tax. 85 A progressive spending tax must pick up debt or borrowing as an input: if this were not done, taxpayers could "save" with one hand and borrow with the other. 86 Debt that is used to save or invest would be a wash: the inclusion of debt offset by the deduction for savings. Debt that 84 is used to finance consumption, however, will be taxed, and under the progressive rate system. It may sound strange to tax debt, but this is what all spending taxes do: when you pay for a good using a credit card, you still must pay the sales tax, which you do not pay again when you pay off the card's balance.
A Better Answer to a Better Sense of the Problem
Not only is a progressive spending tax a feasible, attractive idea for tax reform, but it also captures a good deal of how the "income" tax works in the United States. Think of traditional individual retirement accounts (IRAs) or other forms of retirement savings. 87 Amounts placed into these accounts lead to deductions, and so are not taxed currently. Nor is the rise in value of the accounts. Only when sums are withdrawn to be spent is the tax levied. In the case of a consistent progressive spending tax, this mechanism can work straight through death: the tax-favored accounts can be passed on, tax free, to heirs, who will be taxed when they spend, at rate levels calibrated to their spending levels. The progressive spending tax shuts down Tax Planning 101 by attacking the "borrow" step; citizens can hold their wealth, but their attempts to use it, directly or indirectly (via debt) will be taxed.
We can call the unlimited savings accounts at the core of the progressive spending tax model Trust Accounts, to help make some wider points. Imagine that Rastignac has managed to work and earn enough to start saving. He puts money into his Trust Account, presently tax free. The sums invested grow, at r, unreduced by present taxation. Rastignac can make prudent investment decisions, and buy and sell particular assets, all without fear of tax. He pays tax only when, if and as he withdraws from his Trust Account to spend, or borrows 87 IRC Sec. 408 against it --much the same thing as withdrawing, given the fungibility of money. 88 Imagine that Rastignac's Trust Account grew to $10 million, a level just above the net worth of the top 1% of American wealth-holders, on average. 89 Rastignac can continue to manage these funds. He can pass them on to others. But if he goes to spend some of the resources, he will face the progressive tax rates.
Suppose, to sharpen the understanding, the tax rate schedule was set such that a 90% bracket, as America had for decades starting with World War II, 90 took effect after $1 million of spending. Rastignac has already spent $1 million living the rentier life. He now wants to take a $1 million trip. He can do so, but only at the cost of withdrawing his entire $10 million: $9 million would go to the government, under the progressive spending tax (90% of $10 million), leaving him with $1 million to party. All of this could be backed up with third-party reporting and withholding, from the financial intermediaries serving to manage the Account.
Special provisions could allow for lower rates on certain forms of spending, as for medical, educational, or philanthropic purposes. These details can be left aside here, for "democratic deliberation," as Piketty often invokes, to fill in. The point for now is that a progressive spending tax is a promising reinvention of a concrete institution of capitalism, one that reacts 88 Imagine that Rastignac has $10 million in his Trust Account. He wants to spend $1 million. Whether he withdraws $1 million from the Account, directly, or borrows $1 million and spends it all instead, his net worth will be at $9 million. 89 to Piketty's facts in a different and perhaps counter-intuitive way, but one that also holds out hope of checking the rentier class before the wars come.
A Note on Realism
Time for a pause. It might seem as if this essay has led to a battle of utopias, a bait and switch trick. Piketty sees a problem with the radical maldistribution of income and wealth. This essay agrees. Piketty's solution is to tax, which seems logical enough. But this essay argues that Piketty's precise tax proposals, for a more steeply progressive income tax and for a brand new global tax on capital, are unrealistic. Then the essay rolls out an alternative tax proposal, for a progressive spending tax, which seems equally unrealistic. What's up? There are compelling answers, on both the practical and theoretical levels, to this perfectly good question.
One, a progressive spending tax is far more realistic than Piketty's proposals. It turns on cash flows, which can be measured and traced, as opposed to static piles of wealth, which can be hidden and disguised. The lower rate-bracket levels of a progressive spending tax can be met with a simple sales or value-added tax, such that only the high spenders need fill out forms. 91 A progressive spending tax is not economically unwise in the way that a progressive income tax is, because a spending tax does not necessarily deter the productive activities of work or savings, attacking rather the private-regarding act of luxury spending. 92 unlimited deduction for savings (much of which is out of the base, today, in any event), would increase with the inclusion of debt-financed consumption and the repeal of any capital gains preference, which would not be needed under a progressive spending tax, as there is no "lock-in" effect inside the Trust Accounts. The main practical difficulty in implementing a progressive spending tax is including borrowing within the tax base. There is no point denying that this will be a challenge, but it seems far easier to tax resources as they are being used, and converted into cash for spending, rather than attempting to tax unspent wealth.
Along with the complications of taxing debt, a progressive spending tax would simplify vast stretches of tax, including all of the rules about basis, realization and capital gains, and the estate tax.
Two and perhaps more important, on the level of theory, a progressive spending tax comports with a realistic normative conception of human nature, and so swims with the tides, not against them. Machiavelli told us that "nature has endowed men with industry and avarice, it takes laws to make them good;" the task of Adam Smith was to take the avarice of the "butcher, the baker and the brewer" and turn them into forces for good. Piketty's data helps to demonstrate that at least some people want to save for intergenerational reasons. This is what the progressive spending tax does. Thus it is not swimming upstream to implement the plan on a wide social scale. The very existence of dynasty trusts shows that many wealthy people are motivated to leave wealth to their heirs, but to set this wealth up to be prudently managed and used. Thus, for example, common "spendthrift" clauses prevent beneficiaries from alienating and using the full value of their interests. 93 The Trust Accounts under the progressive spending tax work just this way, as a matter of law, of the "concrete institution" of tax. Rastignac can have "his" wealth, to manage and control, but he cannot use it, on his personal pleasures, without paying a hefty tax for the privilege. He can pass the wealth on to his descendants, limited in just the same way --the heirs cannot spend profligately, or their Uncle Sam will get the bulk of the wealth. Just as Adam Smith's genius lay in allowing the butcher, baker, and brewer to do what they want to do, anyway, a progressive spending tax can allow the rich to build and pass on dynastic fortunes. But no individual will be able to live large without paying large taxes. The social distinction of owning capital will be tethered to the common utility.
A 20th Century Conversation
The themes of this essay arose in an implicit conversation between two leading thinkers of Keynes's underlying point brings together two important themes. One is the idea that the rich are especially good savers, because they are less likely to consume than the not-rich.
Keynes emphasizes the "inequality of the distribution of wealth" as being a central element in this happy state of affairs: by giving the rich more than they need, society gets more savings.
Two, Keynes sees that social norms or individual preferences were essential to the fact of the unequal distributions of wealth leading to "immense accumulations of capital." "The new rich were not brought up to large expenditures and preferred to the enjoyments of immediate consumption the power which investment gave."
There is no denying that, under the "concrete institutions of democracy and capitalism" as they were in England and America at the turn of the 20 th century, the rich had the right to consume all that they owned, under an absolute understanding of property ascendant since 94 at least the eighteenth century. 95 But there is also the fact that enough of these rich refrained from "immediate consumption" such that "immense accumulations of capital" could be built up--accumulations that were essential to Anglo-American victories in both World Wars, the Marshall plan following World War II, and so on. This is both a matter of social norms and individual preferences, as Keynes implies, and a function of the structure of society: as the new rich were, indeed, new, markets and opportunities for them to exploit their consumptive abilities might have lagged. For whatever reason it came into being and persisted, having a wealthy class of nonspenders benefited all.
Rawls is predictably troubled by this state of affairs, although he does not deny the facts of the matter. This is as we would expect of a liberal political theorist--at least one who has not seen the possibilities of a reinvented concrete institution, the progressive spending tax.
Rawls goes on to respond to Keynes's central points:
If the rich had spent their new wealth on themselves, such a regime would have been rejected as intolerable. Certainly there are more efficient and just ways of raising the level of well-being and culture than that Keynes describes. It is only in special circumstances, including the frugality of the capitalist class as opposed to the self-indulgence of the aristocracy, that a society should obtain investment funds by endowing the rich with more than they feel they can decently spend on themselves.
(emphasis supplied). 96 This exchange between two leading political thinkers, in the United States and United Kingdom, perfectly illustrates the case for a progressive spending tax. Keynes sees unequal distributions of wealth without private use as key to social progress. Rawls does not deny this, but finds it precarious to rely on norms and amorphous social duties to keep the rich 95 EDWARD J. MCCAFFERY, A NEW UNDERSTANDING OF PROPERTY: THE CASE AGAINST WASTE (forthcoming 2016). 96 RAWLS, supra at 299. prayer: weak tools for a large and pluralistic modern society. It is, of course, democratic capitalist society that generates the large sums of nominally private wealth for its affluent members in the first place. We do not want to throw the benefits of private property overboard. Things work reasonably well as long as the resulting rich act with noblesse oblige, a sense of natural duties, and continue to work hard and save well. But what if they do not?
One task of a reasonable society is to rein in the potentially "intolerable" social situation that can obtain from these large private accumulations of wealth, without sacrificing the benefits of productivity or capital in the process--without, that is, cutting off our nose to spite our face. A progressive spending tax does this.
Towards a New Meaning of Capital
Something is wrong in America and other advanced capitalist states today. There is a great deal of capital, highly unequally held. Piketty shows us that we are in a dynamic where all this is getting worse. The rich are getting richer. Workers are not. Piketty uses a wide sweep of history to suggest that this situation cannot persist, and grow worse, indefinitely. Wars of some sort will come to whack down the capital stock if we do not get ahead of the curve and do something to prevent the apocalypse from coming.
Piketty leaves his problems on the doorstep of tax, which he finds to have provided some light to help address them in the 20 th century. But the U.S. tax system, for its entire history, has only added to these problems. America has a burdensome wage tax, with little or no tax on capital. This adds to the belle life of the rentier class, while keeping workers in a decidedly non-belle state of having to constantly work to avoid falling even farther behind.
does not simply take capital away from the wealthy. It allows the rich to keep and manage their wealth, as they have shown the ability and temperament to do so. But it curtails their ability to spend their capital on themselves and their luxurious wants. The social distinctions of holding wealth can continue, but they must work to the common utility. The progressive spending tax assures that result.
We should be thinking about changing the meaning of capital before events far out of our control solve the problems of wealth inequality for us.
